Introduction
We are delighted to be invited to contribute to this conference in honor of Professor Gregory Chow. Professor Chow is a world-renowned economist who has made numerous seminal contributions to many diverse areas of economics, including economic theory, econometrics, economic dynamics, economic development and the economy of China. In this paper we would like to pay tribute to him and extend his pioneering work on the study of the Chinese economy.
1 Specifically, we shall examine econometrically the locational choices of Hong Kong and U.S. firms investing in China.
China has high, sustained growth rates for the last twenty years. China has an average growth rate of around 10 percent since 1978. Along the coastal areas, the average growth rate is about 12 percent. It is widely believed that China's growth is at least due in part to the large amount of foreign direct investment (FDI). In fact, among developing countries, China is now the largest recipient of FDI in the world. Given the important role of FDI in China's growth, it is thus critical to examine further the characteristics of FDI in China.
In particular, it is important to examine a regional breakdown of inward FDI since income inequality across provinces has been widening in China. If some of the poorer regions can attract more FDI, this will lessen the disparity in economic welfare between provinces in China and will lower the likelihood of large-scale social unrest. In this respect, the Chinese government has proactively initiated the "Go West" policy, which encourages economic development in the less developed central and western regions. 2 It is our hope that our study examining econometrically the determinants of Hong Kong and 1 For example, see Chow (1994 Chow ( , 2002 Thus our study, which analyses the determinants of investments from Hong Kong and the United States in different regions in China, will add to our understanding in this important area.
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In this paper we will use a regional panel data set for the years 1990-1999 and attempt to investigate the relative importance of the determinants of U.S. and Hong Kong direct investment in China. 5 The remainder of the paper is organized as follows. Section 2 discusses the panel regression model. We specify and provide a description of the various important determinants of U.S. and Hong Kong direct investments in various Chinese regions. Section 3 discusses our estimation method. In Section 4 we report and analyze our panel regression results. Section 5 concludes.
Model specification
The analysis in this section is an attempt to assess the relative importance of factors in determining the flow of investment into each region of China from Hong Kong and the United States for the period 1990 -1999.
We start with the basic model that is derived from a reduced form specification for demand for inward direct investment. Let FDI ij be the foreign direct investment from country i to region j. Then, the relationship between FDI and its determinants can be written as FDI ij = f (X j ,), where X j is a vector of variables that captures the overall attractiveness of region j to FDIs. The variables included in this vector are assumed to be exclusively dependent on the regional characteristics of the host country.
The basic regression model above can be written as a linear specification of the following form:
ln(FDI j,t ) = α j + β 1 ln(GDP j, t ) + β 2 ln(LAGWAGE j,(t-1) ) + β 3 ln(HE j,t ) + β 4 (INFRA j,t ) + β 5 (SEZ j,t ) + β 6 ln(OCC j,t ) + β 7 ln(ETDZ j,t )
where the subscript "j" and "t" stands for region j at year t and the variables used in this analysis are defined below. Cheng and Zhao (1995) and Cheng and Kwan (2000) examined the locational determinants of aggregate foreign direct investments in China. Our contribution here is that we separate out investments from Hong Kong and from the United States. We are thus able to compare and contrast the determinants of these two very important yet very different sources of direct investments.
Furthermore, we expand our data set to a longer time series, covering 10 years of data, from 1990-1999.
In order to examine the importance of size of the local market, Gross Domestic Product (GDP) of each region is used in the analysis. The importance of market size has been confirmed in many empirical studies. For the foreign investors, the size of the host market, which represents the host country's economic condition and/or potential demand for their output, should be an important element in the FDI decision-makings. As the variable is used as an indicator for market potential for the products of foreign investors, the expected sign for the variable is positive. It is also expected that the more foreign investors target the local market (instead of exporting the produced goods), the larger the magnitude of the positive coefficient.
Since the cost of labor is a major component of the cost function of a firm, the wage variables are frequently tested in the literature. A high nominal wage in the host region, other things being equal, deters inward FDI. This must be particularly so for the firms which engage in labor-intensive production activities. Therefore, the expected sign for this variable is negative. However, regional wages may be high because of high local inflows of FDI. To avoid the potential simultaneity bias between investment and wages, we elect to use in our specification the nominal wage lagged one period.
'HE' is included in the equation to capture the average level of human capital in each region. Although the expected sign of the variable is positive, the importance of this variable would be higher for technology-and capital-intensive industries than for laborintensive industries.
The hypothesis that well-developed regions with superior transportation facilities are more attractive to foreign firms relative to others is examined by including the proxy, density of roadway and railway. A better index of infrastructure should attract more investments. Therefore, the expected sign here is positive.
The model also includes three policy variables to examine the effects of policy incentives to attract FDIs in China. These policy variables are the number of SEZs (1992) , Smith and Florida (1993) , Hines (1996) . For the case of China, the studies include Cheng and Zhao (1995) , Head and Ries (1996) , and Cheng and Kwan (2000) . 
Panel Regression Estimation
The estimation used to analyze the model above is the random effects model. The formulation of the model can be specified as follows.
where the disturbance term, ε it is associated with both time and the cross sectional units, which are regions within China in this analysis, and u i is the random disturbance that is associated with the ith region and is assumed to be constant through time. In another words, the region specific constant terms are assumed to be randomly distributed across cross-sectional units. The further assumption made for the model is as follows: 
Estimation Results
Estimation results of the model for Hong Kong and the United States are presented in Table 1 and 2, respectively. Hong Kong investments indicated in the above surveys. According to Table 3 and Table   4 , U.S. firms tend to invest in China to penetrate the Chinese market, while for Hong Kong firms; they export a much larger share of their goods outside of China. The larger magnitude of the GDP coefficient for U.S. investment may be due to the higher U.S.
emphasis on the local Chinese market than those from Hong Kong.
The lagged wage variable is also an important determinant in the analysis. The coefficients for both Hong Kong investments and U.S. investments are both significant at the 1% level. The evidence of a strong negative impact of the wage variable agrees with Cheng and Kwan's (2000) findings. Other than the constant term, the absolute value of the point estimate of the wage variable is the second largest for the Hong Kong regression among all the explanatory variables examined. Compared with the wage coefficient in the U.S. regression, it is also larger by approximately 62%. This seems to suggest that Hong Kong is much more sensitive to labor costs than those from the U.S.
This difference can be understood by the fact that Hong Kong investment is more concentrated in labor-intensive industries, whereas U.S. investments tend to be more capital-intensive and technology-intensive (Fung, Lau and Lee 2002) .
Unlike previous studies by Cheng and Zhao (1995) , and Cheng and Kwan (2000) who use the aggregate amount of FDI as the endogenous variable, we find strong evidence of a positive effect of labor quality (captured by the variable HE) on both Hong
Kong and U.S. direct investment. But the effect of the labor quality proxy is much less pronounced on Hong Kong investment--it is over 40% smaller than that for the U.S.
investment.
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The above findings of a large significant negative impact of the lagged wage and a much smaller impact of the labor quality on Hong Kong direct investment may again reflect the difference in the characteristics of investment projects from Hong Kong and those from the United States. As discussed earlier, Hong Kong investment projects concentrate more in labor-intensive industries such as electrical appliances, food processing, footwear, textiles, and so on, where relatively lower level of skill is required.
On the other hand, direct investment from the U.S. is largely concentrated in capital-and technology-intensive industries such as electrical equipment, chemicals, electronics, transportation equipment, and so on, where labor skill rather than just low labor cost is a much more significant factor in determining the profitability of their investments.
In addition, our panel regression also shows that the quality of regional infrastructure has a significant positive influence on direct investment inflow in China from both Hong Kong and from the United States. But the coefficient for the U.S.
regression is found to be only significant at the 10% level. This again may be due to the fact that U.S. places more emphasis on the local market than Hong Kong. In contrast, the variable ETDZ is significant at the 5 percent level for U.S. direct investment. ETDZs are areas designed for enhancing FDIs from foreign firms that are technologically advanced. They are often located in or near provincial capitals or transport hub cities. ETDZs may be more important for U.S. firms and not for Hong Kong firms because U.S. investments are more technology-intensive.
Conclusion
We are honored to be a part of this important conference celebrating the considerable achievements of world-renowned economist Professor Gregory Chow. This paper extends Professor Chow's seminal work on the study of the Chinese economy. In particular, we examine the determinants of direct investment from Hong Kong and the United States in China, using a regional data set from 1990 to 1999. Using a random effects model, we found various similarities and differences in the importance and the magnitudes of the determinants of FDI among these two investment sources. We show that the absolute level of GDP has a significant positive impact on inflows of direct investment from both Hong Kong and the United States. However, it is shown that U.S. investments are more sensitive to local market demand than Hong Kong investments. This may be explained by the fact that U.S. firms sell more to the domestic Chinese market, while Hong Kong firms tend to use China as a low-cost hub to manufacture goods for export to markets to countries outside China (Fung, Lau and Lee 2002) .
Another major difference between the Hong Kong and U.S. investments appears in the significance of the average labor quality, measured by the proportion of the students enrolled in the higher education relative to the region's population. Direct investments from the United States are significantly influenced by regional labor quality, whereas the influence is weaker for the case of Hong Kong. In contrast, Hong Kong 19 investments are much more sensitive to low labor costs than those from the United States.
This may be because direct investments from Hong Kong are more concentrated in laborintensive industries that only require relatively low labor skill. By comparison, U.S.
investments are concentrated in technology-intensive and capital-intensive industries.
The hypothesis that a good quality of infrastructure is conductive to attract FDI is strongly supported for the cases of both Hong Kong and the United States, with Hong Kong investments being somewhat more sensitive to the infrastructure quality index.
Evidence is also found that regions with a higher number of Special Economic The following regional data for 1996-1999 are taken from the Statistical Yearbook of China, 1997 China, and 1998 China, , and for 1990 China, -1995 , they are taken from China Regional Economy A Profile of 17 years of Reform and Opening-Up (1996) : GDP, the number of students enrolled in the higher education, the number of students enrolled in the specialized secondary schools, the distance of roadway, the distance of railway, the average lagged nominal wage.
